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EDITORIAL DEPARTMENT NOTE 


As the papers representing the talks delivered before the different 
chapters of the National Association of Cost Accountants pass over 
our editorial desk we note the wide range of chapter programs as 
indicating the breadth of interest and activity of the membership. 
This points to either or both of two conditions: (1) that the title, 
National Association of Cost Accountants, interpreted in a narrow 
sense, is not expressive of the character and interest of the member- 
ship; or, (2) that the meaning of the term, cost accountant, is being 
greatly eniarged in this connection. Probably something of both 
conditions exists at the present time. 

Several chapters this year and in previous years have found 
place on their programs for a consideration of the principles of 
interpretation in accordance with which the financia! status of a 
business may be iudged from its balance sheet and operating state- 
ment. This question has received a good deal of careful study in 
recent years. We are glad to present a paper dealing with this 
subject in a very practical way and also taking cognizance of the 
More significant developments on the scientific side of the problem. 

—The-_auther_is C. Oliver Wellington partner of Scovell, Welling- 
ton & Co., Boston, Mass. Mr. Wellington is a graduate of Harvard 
University in the class of 1907. He is a certified public accountant 
of Massachusetts and New York and served for two years on the 
Massachusetts’ Board of C. P. A. Examiners. He is a member of 
the Board of Examiners and of the Committee on Public Affairs of 
the American Institute of Accountants. He also holds membership 
in the American Society of Mechanical Engineers and in the 
Society of Industrial Engineers. He is a member of the Boston 


Chapter of the National Association of Cost eng pre- 
sented this paper before a meeting of the Buffalo C er of the 
N. A. C. A. 


HOW TO READ A BALANCE SHEET AND OPERATING 
STATEMENT 


The income tax which the government imposed upon us some 
years ago did one good thing for business when it caused a great 
Many business men to pay more attention to their accounting. 
There are many small retail businesses, however, which still have 
no accounting worthy of the name. The credit men who deal with 
these smal] businesses can render a real service by urging them to 
adopt simple accounting systems so that they may know where 
they stand, and will thus be able to prepare satisfactory statements 
for the credit men. 

Basis for Credit. Credit is granted on two general considera- 
tions, character and ability. Character applies not only to an indi- 
vidual, but to a corporation. It is of great importance, often of 
first importance, but in granting credit too much emphasis is usu- 
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ally laid merely on character. A man may be honest and a 


citizen but exhibit extremely poor business judgment. There ik 


also a frequent tendency to mistake outward appearance and repu- 
tation in the community for real character. Assuming, however, 
that an individual or the active officers of a corporation have real 
character, in considering credit we must satisfy ourselves that this 
character is backed up with ability. 

It is ability to manage a business that makes a net profit, and 
a business is a good credit risk if it is profitable, or can be made 
profitable. 

An important element in ability is the industry shown by an 
individual or the officers of a corporation. Nowadays many busi- 
ness men are giving too much attention to outside activities, such 
as chambers of commerce, luncheon clubs, attending meetings of 
various kinds, golf during the week, and other time-consuming 
efforts, rather than attending to affairs in their own offices or fac- 
tories. I find that many credit men are alive to this situation, and 
are looking with disfavor upon men who are interested in so many 
outside activities that they can give very little time to their own 
business. 

In granting credit, we must consider various impressions we 
receive in regard to an individual or a business, and it is the sum 
total of these impressions which forms the basis for our judgment. 
We must continually keep in mind that we cannot regulate other 
people’s lives to suit our own individual ideas. We must recogniz 
that different men achieve success in different ways. We merely 
want to satisfy ourselves that the man or men seeking credit will 
probably be successful. 

Financial Statements. The ability to manage and make profits 
is usually indicated by the financial statements, and it is therefore 
important that we study them. It is very helpful in connection with 
the study of a financial statment to see what is back of the figures 
shown. Often a comparison can be made with other concerns i 
the same line of business, and in every case an endeavor should be 
made to find out what special points must be considered in that pat 
ticular line of business which cause it to be different from the 
average. 

Rigid fixed rules for granting credit are unsatisfactory, if 
not dangerous. Each case or each group of cases must be studied 
separately in the light of its own conditions. The granting & 
withholding of credit on the basis of fixed rules without 
consideration may result in losing good customers. If you do né 
fully realize it, your sales department can tell you how much it 
costs to obtain the average good customer. The granting of cred 
therefore, should not be a routine matter; it is worthy of the best 
care and thought that can be devoted to it. 

In considering a balance sheet we have two general groupings: 
1. Current assets and liabilities. 2. Fixed assets and liabilities 
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‘The current assets and liabilities represent means of contact with 


the outside world and the fixed assets and liabilities represent what 
the company does business with. In the average business, a certain 
amount of the inventory is really fixed, as a certain’ minimum 
amount must be carried all the time while the company remains 
in business. While it is customary to include the total inventory 
in the current assets, the minimum amount to be carried must be 
considered in conection with financing the business. 

Ratios. It is customary in looking at the current assets and 
liabilities to see if there is a two to one ratio of assets to liabilities. 
Such a ratio, however, is by itself not a good guide. The ratio 
varies and should vary with different kinds of business. A two to 
ge ratio may be more than safe in some businesses and unsafe in 
others. For example, in the milk business, a one to one ratio is 
wually good, because there is practically no inventory, accounts 
teceivable are comparatively small, and the terms on which the 
milk is purchased from the farmers are such that settlements are 
slow and comparatively large amounts are due to farmers at all 


In considering the ratio of current assets to current liabilities, 
itis important not merely to refer to the totals, but to see how the 
two totals are made up and the proportion that each item, such as 
cash, accounts receivable or inventories bears to the total, and the 
telation of one to each of the others. 

Cash Balances. The first item under the heading, Current 
Assets, is the Cash in Banks. In considering a financial] statment, 
you should note particularly this item of Cash in Banks to see 
whether a substantial balance of cash is being carried. In the case 
of the average concern that borrows, it is good business to borrow 
a little more than is necessary for its current requirements. The 
tesulting good relations that will be established at the bank will 
More than offset the additional cost of the interest. I have in mind 
icase not long ago where we were requested to make an examina- 
tion of a manufacturing business on behalf of a bank where they 
were seeking a new line of credit. We found that the bank balances 
Were very low and frequently overdrawn, although the business 
Was large and generally prosperous. We advised a different 
Method of financing and found that the head of the company had 
astrong aversion to borrowing money. As a result he was forced 
to devote a lot of time that might better have been devoted to stimu- 

sales or watching manufacturing to scratching along from 
day to day pushing collections and staving off overdue bills. He 
taturally did not have a very good reputation with the trade and he 

large amounts in cash discounts. The company could make a 
very good statement except that it carried practically no cash. We 
advised that an additional line of credit be taken out so that 20% of 
the loan could be left on deposit with the bank, and the company 
tould still pay all its bills promptly and take advantage of all cash 

mts. Credit men will often run across similar situations and 
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can help greatly in their relationship with the customer and in ¢ 


ultimate prosperity of the customer by sound advice in regard to 


financing. 

Any peculiarity such as that just mentioned is a factor t 
be considered in granting credit, as it gives a certain measure of 
the management. In this case, the management appeared to be 
generally successful but “queer.” As a result, not of the real value 
of the business but of its insistence on being queer, the 
ment is working under a handicap in its financial relations. The 
bank is less liberal than it otherwise would be. A man who ip 
sists on being queer may be successful, but he is making difficulties 
for himself and would much better follow along properly accepted 
plans of financing, if these are sound for his business. 

The next item on the statement is Cash at Offices. The first 
question is whether this is really cash or is mostly memoranda 
or vouchers for payments already made. If this cash item is large 
in proportion to the business done, it may develop upon inquiry that 
the condition is due to slipshod methods of doing business. If the 
cash received each day is not regularly deposited, the manage 
ment should be urged to operate the cash at offices on the imprest 

which is a simple and effective method for nearly every 
business. 

Investments. The next two items are Liberty Bonds and I~ 
vestments. They require merely the comment as to whether they 
appear at par value or are included at fair cash values. As t 
“Investments” the test may well be whether they can be sold with 
out hurting the business. Are they really available for sale o 
must they be retained for the best iriterests of the business? The 
question should be raised as to why and when they were pur 
chased, and when it is expected that they will be sold? Sucha 
question may bring out an answer that they are held for additional 
Federal taxes of prior years, or there may be some other undit 
closed liabilities against which the liberty bonds or investments 
were purchased. 

Accounts Receivable. The next items are for Accounts Re 
ceivable due from Customers. The question to be asked for that 
general class of item is whether the net figure as shown rep 
the true net value of the accounts. That is, make sure that 
allowances have been made for sales discounts and credit losses. 
The credit man should also inquire as to what part of the accounts 
is overdue, based on the regular credit terms of the company, what 
kind of people are customers, for example, retailers or whole 
salers. Other important questions are: Do customers buy f® 
quently or only once or twice a year? What part of the total repre 
sents new customers this year? This kind of information is vey 
significant as to the — of the business, the type of 
served, and the good will. 

Two items often appearing under the heading of Accounts 
Receivable on the statement with the titles “Due from Trade Credi- 
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tors” and “Advances to Trade Creditors,” would naturally appear 
on the books under the accounts payable as having debit balances, 
but they should be shown on the assets side of the balance sheet 
in preparing a statement. 

In considering accounts receivable as a whole, it is important 
to be sure that there is not included in the total, ostensibly due 
from regular trade customers, advances to officers and employees 
or advances to affiliated companies. Such items should be sepa- 
rated from the regular customers’ accounts and shown on the bal- 
ance sheet below the total for current assets, as they are usually 
not current. Banks and other creditors have suffered some very 
serious losses through giving credit on statements which included, 
in accounts receivable, balances due from affiliated companies. 
Statements prepared by reputable publi¢ accountants will separate 
such items from the regular customers accounts, but a statement 
presented by the company itself without an accountant’s certifi- 
cate may not make such a separation, and the facts may not be 
known to the credit man unless he inquires specifically on these 
points. 

The next two items on the statement Trade Acceptances and 
Notes Receivable are significant as to the policy of the business in 
relation to its customers, and whether notes or acceptances are 
being taken generally or whether the sales are represented by open 
accounts receivable. The record as to trade acceptances or notes 
receivable discounted clearly indicates the extent of the contingent 
liability, which may in fact be very small. 

Inventories. The next group of assets shown on the statement 
under the general heading of Inventories is a very important one. 
In the average balance sheet this represents more than one-half 
of current assets, yet, in spite of its importance, if you will examine 
the average financial statement which is audited, you will find that 
the auditor evades responsibility for the inventory or is ambiguous 
as to the degree of responsibility actually taken, using some such 
phrase as “the inventory totals were certified by an officer of the 
company.” 

In Massachusetts recently several cases have been brought to 
public notice where companies have got into serious financial diffi- 
culties, and it has finally been discovered that for several years the 
inventories have appeared in the statements far above their real 
value. There is a growing tendency ‘to require closer scrutiny of 
inventories on the part of auditors, and in reading a balance sheet, 
much care and thought should be given to this item. If the state- 
ment is audited, see whether the auditor takes responsibility for 
the inventory. If he does not, be sure to make further inquiries 
as to the details of the inventory. A comparison should be made 
in total, or in detail by classifications, if that information is avail- 
able, with the figures for the previous year, and with the business 
done during the past year. Are there any large purchase commit- 
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ments for raw materials not included in the inventory? Are these 
purchase commitments at prices below current market or above? 

Is the inventory of work-in-process and finished goods 4 
current control through adequate stock records, which provide for 
maximum or minimum quantities to be carried? Are the prices used 
based on a cost system? Is the market below cost for any part of 
the ~~, reel and if so, has such cost been reduced to market 
prices 

There is a marked difference in the quality of various kinds of 
inventories. Some goods can be moved quickly at a price equiva 
lent to current market, while other classes of merchandise can be 
sold quickly only at a very substantial loss. The question should 
be raised as to whether the bulk of the inventory is made up of 
staple commodities, such as copper, steel, wool, cotton, leather, etc., 
or whether it is chiefly special materials or luxuries, which are 
dependent on changes in style and may rapidly become obsolete, 

The policy of the business in selling and manufacturing has 
an important bearing on the value of the inventory of work-in- 
process and finished goods. Is it the policy to get sales orders first 
and then make up goods to fill the orders, or is it the policy to 
manufacture for stock, anticipating orders to be obtained in the 
future. Variations between these two extremes will depend upon 
the kind of business done and often upon the type of management 
in an individual business, and this factor should be looked into 
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carefully in determining the real value of the inventory. of the 

Details supporting the inventory on the balance sheet, and I 
which should appear on a supporting schedule, are taken from the repair 
cost ledger, and are illustrative of the kind of details the execu- ing st 
tives of a manufacturing business should have currently as part additi 
of their accounting. It is not customary to give these details a cult t 
part of a credit statement, although it is often advisable to do 9, and ac 
particularly to the company’s regular bankers, if any substantial charge 
borrowing is being done. : quacy 

The items, Goods in Transit, Goods on Consignment, and S 
Goods at Branches are often overlooked in preparing a balance Fund | 
sheet, but should be shown in order to give the true picture to the able fi 
credit man. : consist 

Prepaid and Accrued Items. The next group, Prepaid Ex fund, ; 
penses and Accrued Earnings, are current assets. Some bankers the boi 
and credit men do not like to have these included in current assets ance 8 
and put them down below the line. My feeling is that whatever Ne 
items represent cash payments or offset cash payments that would Trader 
otherwise have to be made in the next thirty or sixty days to find 
are and should be considered current assets. If the payment is any su 
made, say, in the last month before the closing, the company will change 
not have to make a similar payment in the next few months. to conc 
type of item, I think, should be included in the current assets. Th 
These items differ greatly from organization expenses or invest 
tising expenditures. ness, | 
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Plant and Equipment. The details of Plant and Equipment 
are usually best shown on a supplementary schedule, which shows 
for each class by items the replacement value, the reserve for 
depreciation, and the net book value. 

While the plant is not usually considered in granting credit, 
it is often given too much weight as representing real value in 
addition to the current assets. There are only two ways in which 
it can be used by the creditors: through a sale, or through opera- 
tions. If the business has, with its own management, turned out 
so badly that the creditors have had to take it over, it is seldom 
that they have a desire to operate it, and seldom that it can be 
operated at a profit, and it is a well-known fact that a plant when 
sold separately, and not as a going business, brings a very small 
fraction of its book value. 

In considering the figures for the plant as shown on the bal- 
ance sheet, the question should be raised as to how the plant is 
valued, and, if the assets are shown at other than their cost, by 
whom were they appraised and when. Is it the type of plant 
that could be sold and used for another business, or is it so spe- 
cially constructed as not to be salable? What part of the total 
plant assets are of such a nature that they decrease with use, such 
as mines, timberlands, etc.? Is an adequate allowance made for 
depreciation, and is the depreciation allowance consistent year by 
year, or does it vary with the profits of the business or the whims 
of the management? 

In connection with depreciation, study should be made of the 
repair costs of the company, which would be shown on the operat- 
ing statement, or if not shown separately should be asked for as 
additional information. With the average business it is very diffi- 
cult to make an exact separation between repairs, replacements 
and additions, and the policy of the management in regard to these 
charges has an important bearing on the necessity for and ade- 
quacy of depreciation. 

Special Asset Items. The next item on the statement, Sinking 
Fund Securities, is merely an example of assets that are not avaii- 
able for the general creditors. If these sinking fund securities 
consist of bonds of the company itself, purchased for the sinking 
fund, the exact facts may be most clearly illustrated by showing 
the bonds held in the sinking fufid on the liability side of the bal- 
ance sheet as deducted from the total bonds issued. - 

No attention need be paid to the intangible assets, Goodwill, 
Trademarks, etc., except in the case of the first statement received 
to find out when and how the asset was set up, and, in the case of 
any subsequent statements, to see whether there has been any 
change from year to year. Sometimes such an asset is increased 
to conceal operating losses. 

The last items on the asset side of the balance sheet are for 

ents not readily marketable, or necessarily held in the busi- 
ness. Inquiry should be made in the case of each investment as to 
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a consolidated statement. If it is less than 50%, a minority owner. 
a question should be raised as to why an investment should be 


Consolidated Statements. The Federal Reserve Banks now 
require separate balance sheets in the case of affiliated companies 
but, unless one of the subsidiary companies is borrowing in its own 
name, I personally prefer a consolidated balance sheet, as more 
clearly and completely telling the facts. Many state laws are so 
burdensome that a company doing a large business is forced to 
organize separate companies in different states, but the business 
is still really one total, and therefore the facts can be most clearly 
shown by a consolidated balance sheet. 

Assets Hypothecated. Before leaving the asset side of the 
balance sheet, we should consider carefully whether it is possible 
or likely that any of the assets as shown may be hypothecated. 
Cash in banks may not be entirely free for the benefit of all credi- 
tors, but a substantial portion may represent a certificate of deposit 
held by and securing one creditor. The investments may not be 
held free and clear. It is very difficult for a credit man examining 
a statement to discover such conditions, and they illustrate the 
importance of insisting that credit statements be certified by a 
well-known firm, for an important part of an auditor’s work is to 
find out and indicate in his report whether the assets are free and 
clear or hypothecated in any way. An inquiry as to where i> 
vestments are kept and a request to see the certificates will often 
bring out the fact that they are not free, but are being held by 
someone as collateral security. 

Accounts receivable are sometimes pledged to a finance com- 
pany. An audited statement would, of course, show the facts 
A credit man examining an unaudited statement might be suspi- 
cious of the accounts receivable being pledged to a finance company, 
if the total accounts receivable seemed small in proportion to the 
business done. The inventory may contain goods actually on com 
signment, and special examination should be made to see whether 
there are any liens on special items or groups of items in the 
inventory. 

The plant may be subject in whole or in part to mortgages, 
and a distinction should usually be made between those ass 
when the plant was purchased and those since put on. Equipment 
for a manufacturing business is frequently purchased to be 
for in installments, sometimes the title passing immediately and 
sometimes the title resting with the vendor until the final install 
ment is paid. In such cases, the balance sheet often does 
show the full liability that the company has assumed. 

The fact that sinking fund securities are assets not available 
for general creditors has already been mentioned. ; 

Accounts Payable. Let us turn now to the next item. This, 


of course, appears on the ability wide of the statement. Accounts 


what percent it represents of the total voting control of the com. 
pany. If it represents over 50%, it may be advisable to insist upon 
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Payable require no particular study, except to see that the total 


is reasonable in proportion to the purchases of the business. In- 
quiry should be made as to whether there are any accounts past 
due and whether all discounts are taken; also, whether there are 
any personal accounts included with those of trade creditors, and if 
so, to whom they are payable and when payable, and, if they are 
to stockholders or officers of the company, whether they would 
subordinate their claims to those of the general creditors. 

Notes Payable. In considering notes payable, the question 
should be raised as to whether they are all to banks or whether 
some trade notes are included. 

Inquiry should be made as to whether they are all current, 
or whether some are due over a year beyond the date of the balance 
sheet, such, for example, as might be given in connection with 
machinery purchases on deferred payments. If we find that trade 
notes are included in the notes payable, the question should be 
— as to why trade acceptances should not be given instead 

notes. 

Accrued Items and Reserves. Wages and salaries accrued, 
interest accrued and taxes accrued need no consideration except 
to see that they are reasonable for the size of the business done, 
and that the liability has been calculated correctly. 

The Reserve for Federal Taxes should be in proportion to the 
profits for the year to date, also any balance unpaid for the pre- 
vious year and any liability for earlier years. It is a liability that 
should be questioned and looked into very carefully. We find in 
the average case that the company is more likely to have over- 
paid than underpaid, and a claim for refund should be filed before 
the time limit expires. 

The next item, Sinking Fund Provision, is not found in the 
average balance sheet. There is very much loose handling of sink- 
ing fund provisions. It is important, where there is a sinking fund, 
to be sure that its provisions are being complied with, so that there 
is ne default; and if the provisions require that cash be paid within 
afew months from the date of the balance sheet, such a payment 
then becomes a current liability. 

Bonded Debt. The item of Bonds or Mortgages is usually 
shown after the total of current liabilities, but we may find a situ- 
ation where bonds or a mortgage is falling due within the next 
year, and may thus become a current liability requiring payment. 
On the other hand, it may be possible to renew it as a fixed liability. 
Inquiry should be made to determine the exact situation. 

Net Worth. In the next group, items are shown under the one 
total Net Worth. It is important in considering any business to 
realize that the difference between the actual assets and actual 
liabilities is the net worth, no matter whether the capital stock 
has a par value or not, or whether it is a corporation, a partnership, 
or an individual proprietorship. The difference between the assets 
and liabilities is the net worth. Treasury stock is sometimes shown 
om the balance sheet as an asset, but it is really part of the net 
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worth, representing a deduction from the capital stock that 
been issued. é 

Under the item, Surplus, the question should be raised as to 
whether the surplus is all earned, or partly represents a revalum 
tion of the plant, goodwill, ete. Any increase of that sort should be 
shown separately on the statement. 

Budgets and Forcasts. In addition to the balance sheet, which 
we have just reviewed in detail, it is advisable for the credit man 
to insist upon getting from the borrower a budget showing the 
conditions of the business as it will be at the end of three or six 
months. Such a budget will indicate to the credit man whether 
this business at the end of the time will meet the liabilities or not, 

A credit man, particularly a credit man of a bank, can render 
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a@ real service to a borrower by insisting upon the preparation 


and presentation of a budget such as outlined. The very prepar- 
ation of such a budget will be of great assistance to the borrower 
in visualizing the true situation in his own business. Unless this 
budget, when prepared, shows the ability of the business to clean 
up its loans at the banks once a year, it indicates that the banks 
are furnishing part of the permanent capital of the company, and 
therefore, that the company should be urged to plan proper perma- 
nent financing, and use the banks merely for temporary capital. 
The Natural Business Year. Most of the statements received 
by banks are undoubtedly dated December 31st, as there has been 
a strong tendency for businesses to close their books at the end of 
the calendar year. The income tax laws induced some companies 
to change to the calendar year, and, in spite of the fact that each of 
the laws allows the preparation of tax returns on a fiscal year 
closing at the end of any calendar month, many business men still 
think it is necesary or desirable for tax purposes to close on the 
calendar year. Credit men can be of real service to their customers 
by advising in many cases the change in the fiscal year away from 
December 31st, as, for the average business, that is the worst 
time for closing. The plant is usually busy, and a shut-down for 
a week or ten days to take an inventory represents a real loss 
which can never be made up. The time to take inventory is when 
business is dull and stocks are small, and such a time should be 
chosen as the end of the fiscal year. : 
Supplementary Information. In addition to the information 
shown on the balance sheet, certain supplementary information 
should be obtained, partly from the borrower and partly from 
outside sources. The borrower should be requested to state the 
maximum liability outstanding at any time during the year, and at 
what time of the year the maximum occurs. He should also state 
the terms of credit regularly allowed customers, what terms 
receives from his principal creditors, what cash discounts are 
allowed and received and what future datings are allowed or re 
ceived. He should also be asked to report any contingent liabilities, 
such as Federal taxes of prior years, liability on lawsuits, contil- 
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gent liability on notes of customers discounted, or guaranties of 
performance either by the borrower himself or by others. 

Other people in the same trade as the borrower should be 
asked for reports as to whether the borrower regularly takes ad- 
vantage of all cash discounts and meets promptly the terms on 
which the goods are purchased. Is he a keen buyer? What is his 
general reputation with the vendors and with his competitors? 
Is he a member of associations in his own trade or industry? Is 
he active in such associations? Does he devote a principal portion 
of his time to his own business? All of these question have a 
bearing on the credit risk, and supplement the information shown 
on the financial statements. 

Operating Statement. In addition to the balance sheet, the 
credit man should obtain a Statement of Trading and Loss and 
Gain. A business that has substantial assets but no earnings is 
a poor credit risk. On the other hand, a business that shows ability 
to earn profits is a good risk, even if it has inadequate capital, if 
the creditors are willing to see the business through any rough 
places and keep a check against too great expansion. 

Earnings are due to management. We find in the same in- 
dustry one concern making money, while at the same time another, 
probably using the same kind of equipment and buying and selling 
in the same market, is making much less money or perhaps run- 
ning at a loss. The difference is entirely one of management. I 
could give numerous illustrations of this situation, but you can 
all recall such instances in your own experience. 

The statement of Trading and Loss and Gain is to be set up 
to show sales and cost of goods sold on a normal basis and then 
adjustments made to the normal cost. It is important, in de- 
termining the true facts regarding the operations of a business, 
to separate the normal or regular items from special items. It is 
also advisable, wherever possible, to make a comparison of earn- 
ings statements with similar statements for earlier years for the 
same company, and also with the same and earlier years for other 
concerns in the same line of business. 

One of the important special matters to be considered is what 

of the net gain is due to profits or losses from speculating 

the principal raw materials, and what part to regular manu- 
facturing and selling operations. If you will make an analysis 
of certain businesses over a period of years, you will be somewhat 
surprised to find what a large part of the net profits is due, not to 
the regular operations, but to rise in price of the principal raw 
Materials used. In many businesses the chief executives are very 
clever in buying their raw materials at the right time, and often 
they are very good speculators but poor manufacturers. The pro- 
portion of net profits over a period of years that is due to specula- 
tion rather than manufacturing is very significant in a period such 
as the present, when we face the probability of gradually declining 
commodity prices, and there will probably be much less opportu- 
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nity for speculative profits. Under current conditions a business, 
in order to show a net profit, must earn this profit through regular — 
manufacturing and selling operations. en the situation is 
studied, the results may be good or bad, but is important that an 
analysis of this sort be made if we are to know and consider the 
true situation. 

The form of the operating statement, and particularly the items 
to be shown, will, of course vary with each individual business, 
There will usually be on this statement or on a supporting schedule 
a detailed analysis of cost of goods sold. It is important for the 
credit man to know whether such an operating statement is avail. 
able for the business each month or four-week period, and whether 
it is based upon a current perpetual inventory, as the ability of 
the management to have such statements currently indicates the 
extent of managerial control through the accounting. 

Robert Morris Ratios. In addition to the facts that can be 
obtained from the balance sheet and operating statements by : 
study of individual items, much valuable data can be secured by 
developing ratios of one item to another. It has been common 
practice for many years to talk about a two to one ratio of current 
assets to liabilities. It has been found, however, that this ratio is 
too general for specific use in an individual case. The Robert 
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Morris Associates, an organization of bank credit men, have made 
a detailed study of analytical credits and have developed seven 
ratios which should be considered by credit men generally. They 
have also developed a substantial amount of statistical data for 
certain industries covering a period of years. 

The first of the seven ratios mentioned above is that of re 
ceivables to merchandise. The receivables include not only the 
value of the merchandise sold, but in addition the profits obtained 
through the sales and therefore an increase in the ratio of total 
receivables to total inventories should tend to increase the 
current assets. The significance in this first ratio lies in a com- 
parison of it between two balance sheet periods. 

The second ratio is the net worth to the fixed assets. The 
margin of this ratio in excess of 100% indicates how much of the 
working capital has been provided by the stockholders. A com- 
parison of this ratio over two or more successive years indicates 
whether too much of the profits made have been invested in addi- 
tional plant. 

The third ratio is that of total debt to net worth. This shows 
the source of the total capital used by the company. Too large 
a proportion of debt indicates a small proportionate inves 
by the stockholders, and makes the business less safe as 4 
credit risk. : 

The fourth ratio is that of sales to receivables. This rati0 
indicates the average length of the collection period. It indicates 
the speed with which collections are made, and shows whether the 
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usual margin of two to one, current assets to liabilities, is reason- 
able or not. 

The fifth ratio is that of sales to merchandise. This indicates 
the relative salability of the inventory. The speed with which 
the inventory is turned over into sales affects the margin of cur- 
rent assets over liabilities needed for safety as a credit risk. 

The sixth ratio is that of sales to net worth. This indicates 
whether the capital in the business is being used productively. 
Sometimes this ratio is very high and sometimes very low, and 
either extreme should be watched as possibly indicating an un- 
sound condition. 

The seventh ratio is that of sales to fixed assets. This indi- 
cates whether the plant is being fully utilized, or whether there 
is more plant than is necessary for the conduct of the business. 

The foregoing seven ratios, in addition to the general two to 
one ratio, I believe you will find very helpful in sizing up a busi- 
ness and determining the true facts from the balance sheet and 
operating statements. 

Cost Men Cooperating. In considering the financial state- 
ments and the accounting back of them, I would urge full coopera- 
tion between the credit men and the cost accountants. Both groups 
are trying to improve business by working towards greater net 
profits and closer and more pleasant business and personal rela- 
tions. No one of you is willing to go ahead on your daily routine 
without giving thought to the relation between your work and that 
of your whole organization and the business world directly con- 
nected therewith. I would urge the credit men to advise the 
customers with whom they come in contact to adopt better cost 
and accounting methods, which will make their work as credit men 
easier and more effective. Such advice will be of real service to 
the customers. I would urge the cost men to think of the use that 
is being made of the figures that they develop, study the relation 
of the cost figures to the financial figures, and see that they are 
all prepared so as to tell all the significant facts most accurately 
and clearly. 
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